The objective of this study is to analyze the momentum effect in Karachi Stock Exchange. The study constructed 16 momentum strategies by following equal weighted, full rebalancing and Decile techniques. We used stock prices of 300 companies listed on Karachi Stock Exchange from 1999 to 2007. The Returns of zero-cost momentum portfolio were positive only in 1 out of 16 strategies; and a decreasing trend in losses reported in 15 strategies was observed, so analysis was extended to Long Period Analysis", Here we find some evidence of momentum effect which remained significant even after changing the sample. The evidence of momentum effect in Karachi stock exchange an emerging market stands distinct in the literature.
Introduction
Capital market efficiency and the prediction of future stock prices are the most thoughtprovoking and ferociously debated areas in finance. The followers of traditional financial theory strongly believe that the markets are efficient in pricing the financial instruments. This view became popular after Fama's work on the Efficient Market Hypothesis. But before 1990's, wide-ranging financial literature documented that stock prices, to some extent, are predictable.
Many psychologists, economist and the journalists are of the view that general tendency of individuals is to overreact to the information. De Bondt and Thelar (1985) studies this view of experimental psychology that whether such behavior matters at the market level or not. They found out that stock prices will overreact to information, and suggested that contrarian strategies buy the past losers and sell the past winners, earn abnormal returns. They extended the holding period from 3 to 5 years and provide the evidence of long term returns reversal. Jegadeesh (1990) and Lehmann (1990) supported the evidence of return reversal in short term, i.e. from one week to one month. They suggested that the contrarian strategies having holding period of one week to one month earned the significant abnormal return. Lo and Mac Kinalay (1990) objected on the ground that a major portion of this abnormal return, reported by Jegadeesh (1990) & Lehmann (1990) , is due to the delayed reaction of stock prices to common factors rather than to overreaction. Some other researchers pointed out some other reasons of this abnormal stock returns i.e. short-term pressure on stock prices and absence of liquidity in the market rather than overreaction.
Despite of this literature on contrarian strategies, the early literature on market efficiency emphasized on the relative strength strategy, buy past winner and sell past looser. Levy (1967) worked on relative strength strategy and reported that the stock with its current price substantially higher than average prices of last twenty seven weeks will earns abnormal returns.
As concern to the practice, a large number of practitioners still apply relative strength rule for stock trading. Grinblat (1989) and Titman (1991) analyzed the sample of mutual fund and found that mutual funds have a tendency to buy the stock that has shown an increase in its price over last quarter. Copeland and Mayers (1982) and Stikle (1985) also suggested the abnormal returns realized by the relative strength strategy. Jegadeesh & Titman (1993) analyzed this contradiction between practitioners and academic literature and pointed out some possibilities. One possibility is that the abnormal returns earned by practitioners are fake or un-correlated to their tendency towards the buying past winners. Second possibility is the difference of time period used in both analyses. Contrarian strategies used the trading strategies either based on very long holding period, 3 to 5 years, or very short period, one week to one month. However, time period used in the case of abnormal return realized by practitioners is three months to twelve months. Then Jegadeesh & Titman (1993) documented this strategy and found momentum effect in American Financial Markets by considering 16 medium temporal horizons. As this was a very serious question on the market efficiency hypothesis. Some researchers objected this empirical statement of momentum effect and refer it to snooping data. G.W. Schwert (2002) reported the momentum effect as temporary phenomena and it should disappear as it becomes visible to the investor's community.
As I tested the momentum effect on the stock returns of companies listed on Karachi Stock
Exchange, cultural and institutional differences were expected to affect the results as compared to the western countries. Hofstede (1999) analyzed that Asians tend to score low in "individualism" test as compared to the western countries test takers. Individualism hasn't any direct relationship with the momentum effect but it relates to "overconfidence" and "conservatism". Danial, H and Subrahmanyam (1998) and Barbris, Shlifer, and Vishny (1998) suggested that the "overconfidence" and "conservatism" are the determinants of relative strength/momentum strategies. Jegadeesh & Titman (1993) conducted the study by analyzing the AMEX & NYSE stocks from 1965 to 1989. They formed 32 strategies with the formation and holding period from 3 months to 12 months (with and without one week gap in formation and holding periods). They reported the positive returns against each 32 zero-cost momentum portfolio. All of these returns were statistically significant except 3/3 months strategy (The strategy with 3 months formation period as well as 3 months holding period). They reported the momentum effect in American Stock's markets with average monthly return of 1 %. Further, they reported that these average returns of these portfolios are not due to their idiosyncratic risk or delayed reaction of stock prices to common factors. They reported average monthly returns of 0.095 (t-statistics .0307) in 6/6 strategy. Conrad and Kaul (1998) were of the view that NASDAQ should be excluded from the analysis because NASDAQ firm are smaller and it is more difficult to involve in the trading of relative strength strategies. Then, they conducted the study on the data from 1965 to 1995 using all listed firms of NYSE and AMEX. They constructed 16 different strategies, i.e. 3-3, 3-6, 3-9, 3-12; 6-3, 6-6, 6-9, 6-12; 9-3, 9-6, 9-9, 9-12; 12-3, 12-6, 12-9, 12-12; and reported positive and statistically significant returns for all of the constructed strategies. Korajczyk and sadka (2004) also reported the momentum effect after incorporating the risk and transaction cost.
Literature Review
Rouwenhort objected that all of the studies to support the momentum effect were conducted on the same data set and this effect may be due to the snoopy data. Then Rouwenhorst (1998) decided to conduct the study in an international context. He selected 2190 European companies and used the sample data ranging 1980-1995. He constructed 32 different strategies; 16 strategies without one month gap between formation period and holding period and 16 strategies with one month gap between formation period and holding period, and reported the positive and statistically significant returns from momentum portfolio. One interesting aspect of their study was that the worst and best performing portfolios were same as reported by Jagedeesh and As Asian markets were studied with only one strategy and the sample was upto 2000 (Chui, Titman, and Wei, 2000), we intended to focus on Karachi Stock Exchange. So, we will take a sample from Karachi Stock Exchange from 1999 to 2008. Rest of the paper is as follows; section 111 represents the methodology, section 1V presents the data analysis and discussion, and section V will show the conclusion of the study.
Methodology
In the first section, we constructed the momentum strategies and for the selection of momentum strategies, we analyzed the following techniques; Further discussion on the formation and holding periods, and the methods of calculating average monthly returns in all of the constructed strategies for our analysis has been placed in last part of this section.
Momentum Effect strategies construction:
In order to test the momentum effect in Pakistani Stock Market's returns, 16 momentum strategies (3-3, 3-6, 3-9, 3-12; 6-3, 6-6, 6-9, 6-12; 9-3, 9-6, 9-9, 9-12; 12-3, 12-6, 12-9, were constructed with some special following considerations; While in Decile strategy, stocks are ranked on the basis of their historical performance as follows;
Weighted Relative Strength Strategy versus Decile
I selected the "Decile Strategy" due to one severe problem in WRSS, i.e. weighting scheme.
Full versus Partial Rebalancing
Second important consideration is to decide about rebalancing technique. In full rebalancing, each portfolio is reshaped at end of each formation/period, while partial rebalancing technique rebalances each portfolio at beginning of each months as follows;
Momentum Portfolio
• Long position in top portfolio (in decending order of all portfolios); • Short position in bottom portfolio (in decending order of all portfolios);
We used full rebalancing method because this method is more viable to private investor because he doesn't follow the market on monthly basis.
Equally-Weighted versus Value-Weighted Portfolio
The Next important consideration is regarding the weights assigned to each portfolio. In equally-weighted method, portfolios are constructed irrespective of the market capitalization. On the other hand, portfolios are weighted on the basis of market capitalization in value-weighted portfolio. By using the value-weighted portfolio method, it becomes very difficult to conclude that either effect is in entire sample or only in stock having large capitalization. So, we selected equally-weighted portfolio for our study.
Calculating the Average Monthly Returns
On the basis of these considerations, we collected monthly stock prices of the selected companies listed on Karachi Stock Exchange. we calculated the stock returns from stock prices by using continuous compounding returns; 
Other Issues in Strategies Construction
In order to find the momentum effect in Pakistani Markets, we collected the monthly stock prices 
Robustness Test
The Momentum effect may be associated with the specific type of stocks on the basis of market capitalization, book to market value and trading volume. We ranked the stock with respect to market capitalization, book to market value and trading volume in case of strong momentum effect reported in Karachi Stock Exchange.
Risk Identification
The Risk and return are associated with each other and we should identify the risk factors if momentum strategies reported the reasonable abnormal profit by having long position in past winners and short position in past losers in Karachi Stock Exchange. We have used CAPM and Fama and French 3 factor model to identify these risk factors.
Data Analysis and Discussion:
This section presents the results of all 16 momentum strategies calculated from the monthly stock prices of 300 companies from 1999 to 2007. Strategies were constructed on the basis of equal weights and full re-balancing strategies. Stocks were ranked on the basis of average monthly returns of formation period and then ten companies from the top and ten from the bottom were selected as winners and losers stocks respectively. Again all of the zero-cost momentum portfolio returns were negative and statistically insignificant (except one where negative returns were statistically significant in formation period of 6 months with holding period of 36 months). By increasing holding period there is decreasing trend in losses observed in zero-cost momentum portfolios, so it is serviceable to compare the returns in short term and long term holding periods. 
Short term vs Long term Holding Period Analysis:
I analyzed zero-cost portfolio return differences between short term and long term horizon among the following strategies; 
Sub Sample Period Analysis:
During Returns of zero-cost portfolios are negative in all of 8 constructed strategies from -0.03159 to -1.03755 (Table # 4 
Momentum Strategies

Conclusion:
The Objective of this paper is to analyze the momentum effect in Karachi Stock Exchange. The study constructed 16 momentum strategies (3-3, 3-6, 3-9, 3-12; 6-3, 6-6, 6-9, 6-12; 9-3, 9-6, 9-9, 9-12; 12-3, 12-6, 12-9, and 12-12) by following equal weighted, full rebalancing and Decile techniques. The data of 300 companies listed on Karachi Stock Exchange from 1999 to 2007 has been used for analysis. The Stocks were ranked on the basis of average monthly stock returns and top ten stocks were selected as winner's stock and bottom ten were selected as loser's stock.
Zero-cost momentum portfolio was constructed as long position in winner's stock portfolio and short position in loser's stock portfolio. The Returns of zero-cost momentum portfolio were positive only in 1 out of 16 strategies. Furthermore, a decreasing trend in losses reported in 15 strategies was observed. The analysis was extended to Long Period Analysis", "Short term and Long term Holding Period Analysis" and at the end I sub divide the sample in two groups and check the momentum effect. Here we find some evidence of momentum which remained significant even after changing the sample. We took another sample of monthly stock prices of 50 companies listed on Karachi Stock Exchange and analyzed the effect by taking eight most representative strategies, i.e. 6/3, 6/6, 6/9, 6/12 and 12/3, 12/6, 12/9, and 12/12. These strategies were also constructed on the basis of equal weighted, full rebalancing and Decile techniques. I calculated the average monthly return from 6 out of 8 strategies as 0.012 and significant only in 12/3, 12/6 and 12/9 strategy. The study concludes that we found low but significant momentum effect in Karachi Stock Exchange and these results are aligned with Griffin, Ji, and Martin (2003), Chui, Titman, and Wei (2000) and .
